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I N T R O D U C T I O N 
United States citizens and resident aliens l iv ing abroad are subject to the same 
United States income tax laws as their stateside counterparts. However, they w i l l 
l ikely encounter special tax problems, and this booklet explains such problems. 
This 1980 edition includes recent developments affecting U . S . taxpayers abroad 
such as enactment of clarifying amendments to the Foreign Earned Income Ac t of 
1978 and regulations issued by the Treasury in 1980. 
Al though a U . S . ci t izen or resident alien l i v i n g abroad must file a U . S . tax 
return, must use the same form and must compute tax by reference to the same tax 
rates, there is one important difference - such a taxpayer is entitled to a group of 
special deductions from gross income for cost of l iv ing , home leave, education, 
housing, and hardship deduction for specific hardship areas i f foreign residence or 
physical presence abroad tests are met. [ A n employee abroad who resides in a 
camp in a hardship area can elect to claim a special earned income exclusion in lieu 
of all the special deductions. See p. 19] This difference can provide a significant tax 
benefit, but it is wel l to remember that income earned abroad frequently is subject 
to foreign taxes. A measure of relief is provided by foreign tax credits. 
We w i l l discuss these matters in some detail and review briefly a number of other 
tax questions which should be of interest. Unfortunately, space does not permit 
review of such matters as estate and gift taxes. State and local tax laws may also 
apply to U . S . taxpayers l iv ing abroad, and these not only may differ from U . S . tax 
rules but are also l ikely to be different from one state or locality to another so as to 
require an individual analysis. 
Touche Ross professionals throughout the wor ld are prepared to assist U . S . 
taxpayers with their special tax problems. This covers not only U . S . taxes but also 
foreign taxes. 
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1980 D E V E L O P M E N T S 
• The Technical Corrections Ac t of 1979 became law on A p r i l 1, 1980. The Ac t 
clarifies provisions on home leave transportation expenses and the rules 
determining the amount of the housing deduction. 
• Department of Treasury issued final regulations on foreign earned income 
exclusion and deduction for excess foreign l iving costs. 
• Department of Treasury issued temporary and proposed regulations on 
creditability of foreign taxes against a person's U . S . tax l iabi l i ty . These 
regulations clarify and liberalize the proposed regulations issued in 1979. A n y 
existing revenue rulings inconsistent with the temporary regulations w i l l no 
longer be effective for taxable years beginning after December 31, 1980. 
• Depar tment o f Treasury i ssued temporary and p roposed regula t ions 
concerning the election by a nonresident to be treated as a resident in order to 
permit a joint return with a spouse who is a citizen or resident of the U . S . 
• Several b i l l s have been introduced in the U . S . Senate and the House of 
Representatives on modification of the tax rules affecting expatriates. The 
proposed "Tax Reduction Ac t of 1980," which passed the Senate Finance 
Commit tee , inc luded a p rov i s ion to a l low many ind iv idua l s to exclude 
annually from $50,000 to $65,000 of foreign earned income plus a housing 
exc lus ion equal to foreign housing costs in excess o f $6 ,060 . Another 
provision would have reduced the days needed to qualify under the physical 
presence test. It is anticipated that similar legislation w i l l be introduced and 
enacted in 1981. 
2 
F I L I N G A N D W I T H H O L D I N G R E Q U I R E M E N T S 
W h o M u s t F i l e 
U . S . citizens and aliens who retain their U . S . resident status* while residing in 
foreign countries must file U . S . income tax returns for 1980 i f gross income is at 
least $3,300 ($4,300 i f age 65 by the end of the year); married taxpayers who are 
entitled to file joint returns w i l l be required to file only i f their combined gross 
income is at least $5,400 ($6,400 i f one spouse has reached 65, or $7,400 i f both 
have). In determining these amounts, al l compensation earned abroad is included 
in gross income; income which is excludible for other reasons, such as interest on 
tax-free munic ipa l bonds, is not. A tax return must be f i led even though the 
taxpayer's deductions (special foreign deductions or exclusions) equal or exceed 
his gross income, or when credits, such as the foreign tax credit , completely 
eliminate the taxes which would otherwise be due. 
Jo in t vs. Separate Returns 
U . S . citizens or residents married to nonresident aliens can elect to file a joint 
return i f they agree to be taxed on their worldwide income. This election can, 
however, be terminated in later years by death, revocation, or separation. In the 
event such an election is not made, or is later terminated, community property laws 
are inapplicable for income tax purposes. The effect is to prevent one-half the 
couple's income from escaping U . S . tax. 
If the election is made, the nonresident alien is taxed the same as a resident alien 
and is entitled to the special deductions from gross income or exclusion available to 
U . S . expatriates. If the election is not made, a married nonresident alien who has 
no gross income from U . S . sources may be claimed as a dependent on the spouse's 
return; applicable additional exemptions on account of blindness and/or age may 
also be claimed. 
*For tax purposes, an alien usually becomes a resident on the date he arrives in the 
U . S . with the intent to become a resident. A n alien arriving in the U . S . who is 
married to either a U . S . citizen or a resident alien is rebuttably presumed to have 
this intent upon arrival, as are nonresident aliens who remain in the U . S . for more 
than one year. 
Once an alien becomes a U . S . resident he does not lose that status merely because 
he leaves the country; the departure from the U . S . must be coupled with the intent 
to relinquish residence. A resident alien w i l l , therefore, continue to be a resident 
and subject to U . S . tax on his worldwide income after his departure from the U . S . 
unless he can establish that he gave up his resident status. Resident aliens should 
consider the desirability of retaining U . S . resident status very carefully; while 
ending U . S . resident status would terminate the U . S . taxation of foreign income, 
it would also interrupt the required residence period of aliens who wish to become 
U . S . citizens and may have other legal implications. 
3 
Taxpayers should calculate their U . S . income taxes on both separate and joint 
bases to determine which results in a lower total tax. Whi le joint returns in almost 
a l l instances result in lower taxes, taxes might be lower on a separate return basis. 
For example, i f each spouse has a similar amount of income but one has unusually 
high medical expenses, separate returns may result in a lower combined tax. 
Special Head-of-household Rule 
A U . S . citizen who is married to a nonresident alien and does not make the 
above election is considered unmarried for the purpose of determining which tax 
rate schedule may be used. Therefore, such citizen may, in addition to claiming an 
exemption for his nonresident al ien spouse, f i le as head of household i f the 
taxpayer otherwise qualifies. 
When to File 
Although tax returns for individuals are due on the 15th day o f the fourth month 
fo l lowing the close o f the taxable year ( A p r i l 15 for calendar year taxpayers), 
taxpayers who are U . S . citizens and who are outside the U . S . on the regular due 
date have an automatic extension of two months (to June 15 for calendar year 
taxpayers) for f i l ing. Whi le no formal request for this additional time is necessary, 
the taxpayer's return must state that he or she was outside the U . S . on the regular 
date for f i l ing . If the taxpayer is a resident alien traveling or l iv ing abroad, an 
Application for Automatic Extension of Time to File U.S. Individual Income Tax 
Return (Form 4868) is required to be fi led. 
If the due date for fil ing a return (including the automatic extension discussed 
above) falls on a Saturday, Sunday or national holiday, the due date is the first 
subsequent business day. Under a 1980 ru l ing , a return mai led from a foreign 
country w i l l be accepted as timely filed i f it bears an official postmark dated on or 
before the last date for f i l ing, including extensions. 
Additional Time for Filing 
Taxpayers who need time in addit ion to that available from the automatic 
extension may request additional time on an Application for Extension of Time to 
File Individual Income Tax Returns (Form 2688). 
Alternative First-year Filing Procedures 
A taxpayer who expects to qualify for the special foreign deductions or the 
hardship exclusion but is required to file a return before qualifying, may either 
obtain an extension of time to defer f i l ing the return until such time as he qualifies, 
or file the return without claiming the special foreign deductions or exclusions, pay 
any tax due, and file for a refund when the requirements are met. 
The Internal Revenue Service w i l l grant an extension of time for fi l ing a tax 
return until 30 days after the date on which the requirements for qualifying as a 
Bona Fide Foreign Resident ( B F F R ) or physical-presence basis are met. This 
extension must be requested, in duplicate, on Application for Extension of Time for 
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Filing U.S. Income Tax Return (Form 2350) on or before the due date for fi l ing the 
tax return. For example, a U . S . citizen who arrived overseas during 1980 (whose 
return would be due on A p r i l 15 or June 15, 1981 with the automatic extension) 
would not have to file that return until January 30, 1982 i f he expects to claim the 
special foreign deductions or the hardship exclusion that may be available. The 
applications for the extension may be filed with either the Internal Revenue Service 
Center in Philadelphia, Pennsylvania, or a local IRS representative. A copy of the 
approved application must be attached to the return when it is fi led. 
F i l i ng a U . S . tax return without claiming the special foreign deductions or the 
hardship exclusion usually requires payment of U . S . taxes, especially where the 
taxpayer's compensation has not been subjected to U . S . withholding. Although a 
por t ion or a l l o f these taxes may be refundable at a later date, it is usual ly 
advantageous to obtain the extension of time and file the return when the special 
foreign deductions or the hardship exclusion can be claimed. O n the other hand, a 
taxpayer who already is entitled to a refund may consider it worthwhile to file on 
the original due date and obtain the refund. A t a later date, he may file an amended 
return (Form 1040X) to obtain a further refund because of the special foreign 
deductions or the hardship exclusion. (This situation often occurs when a foreign 
assignment begins toward the end of the year.) 
Interest on Balance Due 
A n extension of time for fi l ing the return relieves a taxpayer from a late payment 
penalty of ½% per month up to 25% but it does not relieve from the payment of 
interest (1% per month) which is charged on any unpaid tax from A p r i l 15, 1981. 
Where to F i l e 
Taxpayers who claim the special foreign deduction or exclusion should file a l l 
returns with the Internal Revenue Service Center in Philadelphia, Pennsylvania 
19255. Payments should be made to the office in which the return or declaration of 
estimated tax is fi led. Taxes are payable in U . S . dollars; foreign bank checks must 
be drawn on U . S . dollar accounts. Cla ims for refund or amended tax returns should 
be filed in the district in which the return to which they relate was filed. 
Re l ie f f rom Wi thho ld ing Requirements 
A U . S . employer is not required to withhold income tax from compensation 
earned abroad unless it exceeds the special foreign deductions or the hardship 
exclusion. A U . S . taxpayer who expects to qualify must notify his employer in 
writing to terminate the withholding of income taxes. This protects the employer 
from possible future liability for failure to withhold i f the employee fails both to 
qualify for the exclusion and to pay any tax due. 
Example: William Smith's annual salary of $84,000 in 1980 (of 
which he may claim special foreign deductions of $28,000) is 
payable at the rate of $7,000 monthly. According to IRS regulations 
adopted on March 12, 1980, $2,333 of each monthly payment is not 
subject to withholding. ($28,000/84,000x$7,000.) 
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Foreign Withholding 
Regardless of whether compensation qualifies for the special foreign deductions 
or the hardship exclus ion, compensation paid by U . S . employers for services 
performed abroad is not subject to U . S . withholding i f the employer is required by 
foreign law to have foreign withholding. 
Estimated Tax 
Estimated tax declarations are required i f gross income exceeds $20,000 for a 
single person, head of household, surviving spouse and a married person whose 
spouse does not receive wages ($10,000 for a married couple i f both work). A n 
estimated tax return is also required i f gross income is expected to include more 
than $500 of income from sources other than wages subject to withholding, which 
is true of many U . S . citizens l iv ing abroad. A declaration is not required, however, 
i f estimated taxes after withholding are not expected to exceed $100. This "escape 
clause" enables many taxpayers to avoid the f i l ing of a declaration. Declaration 
and payment dates are A p r i l 15, June 15, September 15, and January 15. There is no 
extension of time for payment o f estimated tax. 
If there is an underpayment of estimated tax and none of the exceptions to the 
penalty apply (such as payment equal to last year's tax), the penalty is one percent 
per month from the due date of the estimated payment, but not beyond A p r i l 15, 
1981. There is no interest for late payment of estimated tax. 
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Q U A L I F Y I N G F O R T A X B E N E F I T S 
W h o M a y Qual i fy 
A U . S . citizen who claims special foreign deductions or the hardship exclusion 
must qualify either as a Bona Fide Foreign Resident ( B F F R ) or be physical ly 
present in a foreign country 510 days in a consecutive 18-month period. The 
physical presence test can also be met by all resident aliens. The time l imit for 
foreign residents or physical presence is waived for expatriates who must leave a 
foreign country due to war, c iv i l unrest, or similar conditions precluding normal 
conduct of business. 
To qualify as a B F F R , a U . S . citizen must reside in a foreign country for a period 
which includes at least an entire taxable year, one which begins before January 1 
and ends after December 31 of the same year for a calendar year taxpayer. Merely 
being in a foreign country for the required amount of t ime is not sufficient; 
qualification as a B F F R depends upon the establishment of a residence abroad 
coupled wi th the " i n t e n t " to become a fore ign resident. In de te rmin ing a 
taxpayer's intent, the courts have considered factors such as the duration and 
nature of his stay; the type of foreign visa obtained; whether his house or other 
dwell ing in the U . S . was sold, leased or abandoned in favor of one in the foreign 
country; whether the individual was accompanied by his family; the nature and 
degree of his participation in the foreign community; etc. The fact that the taxpayer 
intends to return to the U . S . after his foreign assignment does not prevent h im from 
becoming a B F F R . A person who is a transient - one who travels abroad for a 
temporary period of time for a definite purpose - is not a B F F R . The following 
examples illustrate the two extremes. 
Example: Will iam Smith, a U . S . citizen, moved to the United 
Kingdom with the intention of residing and working there for an 
indefinite period of time. He plans to return to the U . S . after his 
assignment is completed. He rented his home in the U.S . and took his 
family and home furnishings with him to the U . K . Smith should 
qualify as a BFFR. 
Example: Peter Jones, a U.S . citizen, works in the United Kingdom 
for 13 months. He leaves his family in the U.S . Jones is probably not 
a BFFR. 
To qualify based on physical presence abroad the individual must be in foreign 
countries for 510 days (17 months) in a consecutive 18-month period; intent and 
residence are irrelevant. A l l that is required is that the taxpayer actually be present 
on foreign soi l . Time spent in a foreign country in the employment of the U . S . 
Government w i l l count toward satisfaction of the 510 full-day requirement. The 
amount of the allowable special foreign deductions or the hardship exclusion may 
be greater in the first and last years of an overseas assignment i f the physical 
presence, not the B F F R , rule is used. (See page 9) 
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Q U A L I F Y I N G P E R I O D 
A taxpayer must qualify either as a bona fide resident of a foreign country for the 
entire taxable year or be present in a foreign country seventeen out of eighteen 
months before he can be entitled to the special deductions for excess cost of l iv ing , 
housing, education and certain other expenses, or for the income exclusion i f 
residing in a camp in a "hardship area." However, expatriates who fled Iran do not 
have to meet the above time limitations. 
B o n a F ide Fore ign Resident 
The taxpayer must qualify as a B F F R for a period which includes at least one full 
taxable year before he can be entitled to c la im any special foreign deductions or the 
hardship exclusion. A n entire taxable year for a calendar year taxpayer begins 
January 1 and ends the following December 31. 
Example: William Smith arrived in the U . K . on January 19, 1980. 
He will not qualify as a BFFR until January 1, 1982, but benefits of 
BFFR status apply from January 20, 1980. If he departs from London 
on December 31, 1981, he cannot qualify as a BFFR. If Smith had 
arrived in London on December 31, 1979, he would have qualified on 
January 1, 1981. 
However, once the taxpayer qualifies as a B F F R , the status applies from his first 
day of residence. In the previous example, although Smith w i l l not qualify as a 
B F F R until January 1, 1982, he w i l l , upon qualification, be entitled to the special 
foreign deductions or the hardship exclusion based on compensation earned from 
January 20, 1980. A s shown in the explanation of the physical presence rules, the 
period of eligible compensation might even start earlier. 
Once B F F R status has been established, business and pleasure trips to the U . S . 
may be made without jeopardizing that status. There is no reduction in the special 
foreign deductions or the hardship exclusion due to the taxpayer's absence from his 
foreign tax home. 
If the hardship exclusion is claimed, the amount of the exclusion is prorated to 
reflect the number of days the taxpayer resides in the camp. Since temporary 
absences do not terminate camp residence, the exclusion should not be reduced. 
The fact that the U . S . taxpayer pays no foreign income taxes on the compensation 
earned abroad does not preclude his claiming the special foreign deductions or the 
hardship exclusion. Where the taxpayer holds himself out as a nonresident to the 
foreign tax authorities, no special foreign deductions or exclusions under the 
B F F R rules may be c la imed. O n the other hand, a tax exemption by a foreign 
country under the provisions of a treaty or other international agreement does not 
mean that the taxpayer is considered to be a nonresident of that country. 
Change of Residence 
A change of foreign residence to another foreign residence does not affect status 
as a B F F R . However , even temporary residence in the U . S . between foreign 
assignments could terminate B F F R status. A taxpayer should, therefore, maintain 
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a former foreign residence until a new foreign residence is acquired in order to 
avoid interrupting his period of B F F R . 
Pa r t i a l Year B F F R 
The taxpayer who arrives in or departs from a foreign country during a year can 
qualify only for the part of the year that he resided in the foreign country. 
Example: Alfred Smith, a calendar year taxpayer, became a resident 
of Japan on March 31, 1980. Assuming that he will qualify for the 
special foreign deductions, his educational deductions, home leave 
deductions and housing deductions will be determined by the costs 
actually incurred while he is a BFFR of Japan. His cost of living 
deduction wi l l be prorated as follows (assuming full year cost of 
living allowance for a family the size of Alfred Smith's is $6,000): 
Days in year 
as BFFR x Maximum = Deduction 
Total days deduction for 1980 
in year 
275 x $6,000 = $4,521 
365 
A similar calculation would be made if the hardship exclusion were 
taken instead of the special foreign deductions. The same formula is 
used if status as BFFR terminates during a year. 
Phys ica l Presence A b r o a d 
To qualify under the 510-day physical presence test, a U . S . citizen or resident 
alien must be physically present in a foreign country for any 510 " fu l l days" within 
a consecutive 18-month period. The intent to establish residence is irrelevant. 
A fu l l day is a 24-hour period beginning at midnight , for both arr ival and 
departure. 
Example: William Smith departs from the U . S . at 12:30 p.m. on 
January 1 and arrives in England at 12:01 a.m. local time, January 2. 
Mr. Smith's first full day on foreign soil is January 3. Had he arrived 
at 11:59 p.m. on January 1, January 2 would have been the first full 
day. 
The required 18-month period must be consecutive. It need not, however, begin 
upon arrival abroad nor must it end with the departure. Two or more 18-month 
periods may overlap; there may be a gap between periods. The goal is to have as 
many days as possible in any taxable year fall within an 18-month period. 
Example: William Smith arrived in the United Kingdom on March 
4, 1977. He left the U . K . on May 11 for a brief visit to the U .S . and 
returned to the U . K . on May 25. Smith was transferred to Venezuela 
and stopped in the U . S . between assignments; he left the U . K . on 
April 29, 1978 and arrived in Venezuela on May 10, 1978. Smith left 
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Venezuela for the U . S . on October 29, 1978, and remained in this 
country awaiting a new assignment. He was sent to Brazil where he 
arrived on December 15, 1978. He remained in Brazil until August 7, 
1979, at which time he was transferred to Peru. He went directly to 
Peru from Brazil without returning to the U.S . and remained there 
until his reassignment back to the U .S . on May 10, 1980. Several 
18-month periods may be arrived at as follows: 
Days abroad 
1st period: 
February 23, 1977 through August 23, 1978 
2/24/77 - 3/ 4/77 0 
3/ 5/77 - 5/10/77 (U.K.) 67 
5/11/77 - 5/25/77 0 
5/26/77 - 4/28/78 (U.K.) 339 
4/29/78 - 5/10/78 0 
5/11/78 - 8/21/78 (Venezuela) 104 
Total full days 510 
Days abroad 
2nd period: 
May 26, 1977 through November 25, 1978 
5/26/77- 4/28/78 (U.K.) 339 
4/29/78 - 5/10/78 0 
5/11/78 - 10/28/78 (Venezuela) 171 
10/29/78- 11/25/78 0_ 
Total full days 510 
3rd period: 
December 15, 1978 through June 16, 1980 
12/17/78 - 8/ 7/79 (Brazil) 234 
8/ 8/79 - 5/ 9/80 (Peru) 276 
5/10/80- 6/16/80 P_ 
Total full days 510 
For the first year of physical presence, determine the first day of the 18-month 
period by counting back 18 months from the 510th full day of physical presence 
abroad. Then count the number of days between the first day of that period and the 
end of the year. The year the taxpayer returns from his foreign assignment, the 
number of days which count in that year may be increased i f the first day of the 
510-day period ending on the taxpayer's last day of physical presence abroad is 
also the first day of the 18-month period, as in the 2nd and 3rd periods in the 
example above. 
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E A R N E D I N C O M E 
Need for E a r n e d Income A b r o a d 
The special foreign deductions or the hardship exclusion are only allowed i f the 
taxpayer has earned income from sources outside the United States and they may 
not exceed the amount of earned income reduced by the ordinary types of allocable 
deductions. 
Salaries, etc. 
Salaries and wages, commissions, professional and consulting fees, noncash 
remuneration, housing and post a l lowances , and bonuses constitute earned 
income. Amounts received from any agency of the U . S . Government, whether or 
not received for the performance of services, are not considered earned income; 
however, wages paid by a private employer which receives its income from 
government sources qualify. 
Business Income 
Business income may be either "earned" or "unearned" income. A proprietor 
or professional person whose personal services are a direct material factor in 
producing the gross income may treat part (or all) of his business income as earned 
income. 
When both capital and personal services are material income-producing factors, 
a proprietor can treat a reasonable compensation for his personal services as 
compensation earned abroad. When capital is not a material income-producing 
factor, then the entire amount is "earned." 
Par tnership Income 
The rules governing a sole proprietor 's business income also apply to the 
exclusion of partnership income. 
Separate rules, however, apply to the resident partners in a foreign branch of a 
U . S . partnership. If the partnership agreement provides that those partners w i l l 
share in the wor ldwide profits of the partnership, the partner whose personal 
services earned the foreign income may not treat as earned income more than his 
share of the total partnership profits mult ipl ied by the ratio of the partnership's 
foreign to worldwide earned income. If the partner working abroad receives a 
guaranteed payment - i .e . , he receives payments regardless of the amount of the 
partnership's foreign earnings - the guaranteed payment w i l l qualify as earned 
income. (The partner must, of course, otherwise qualify for the special foreign 
deductions or exclusions.) 
Source of Income 
Compensation for the performance of personal services has as its source the 
place at which the services are performed; factors such as the place from which 
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payment is made, the location of the employer, the home base of the employee, 
etc. are not significant. (Note: the source of income also is important in calculating 
the allowable foreign tax credit - see page 25) 
Compensation which relates to any services performed in the U . S . by a B F F R is 
not foreign source since it is not earned abroad. 
Time of Receipt 
Earned income which otherwise qualifies for the special foreign deductions or 
the hardship exclusion must not be received later than the end of the year following 
the year in which the services were performed. This could affect the applicable 
limitations on the special foreign deductions or the hardship exclusion. 
Community Property 
Some states in the U . S . and some foreign countries have community property 
laws wh ich general ly provide that one-half o f either spouse's income is the 
property (income) of the other spouse. The test of whether income w i l l be subject 
to communi ty property laws is based upon where a taxpayer is d o m i c i l e d . 
Domici le is different from residence and has been defined, generally, as that place 
where a taxpayer has his true, f ixed and permanent home to which he has the 
intention of returning. If separate returns are f i led, one-half of the special foreign 
deductions or exclusions would be c la imed on the separate returns. A double 
deduction is not allowed for the same foreign l iv ing costs. However, each spouse 
would be entitled to claim the $20,000 camp exclusion i f they each qualify. 
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O T H E R T Y P E S O F I N C O M E 
Whether a taxpayer claims the special foreign deductions or hardship exclusion 
discussed below (see p. 15), other income, such as dividends, interest, capital 
gains, etc., is taxed as i f the taxpayer had never left the United States. If such 
income is from foreign sources, this may affect the foreign tax credit l imit (see 
page 26). 
Dividends received are subject to tax. In the event a dividend is received in a 
form other than cash (or certain forms of stock dividends) its fair market value is 
included in gross income. Each U . S . citizen and resident alien can exclude from 
his gross income a total of $100 d iv idends received f rom qua l i f y ing U . S . 
corporations. This exclusion does not apply to dividends received from a foreign 
corporation. The exclusion is increased to $200 for taxable years beginning in 1981 
and 1982. 
Interest received is subject to tax unless received on an obligation of a state, 
county, city, or municipality in the U . S . (or their political subdivisions). 
For taxable years beginning in 1981 and 1982, the $200 dividend exclusion is to 
include interest from specific domestic sources. 
Renta l income received for property is includible in gross income regardless of 
the property's loca t ion , and expenses incurred are deduct ible . (There is an 
important exception for income and expense in connection with a residence. This 
is discussed in the section on deductions.) Depreciation is permitted, but i f taken 
on foreign property it must be calculated in accordance wi th U . S . tax rules 
regardless of the method used for foreign tax accounting purposes. 
The deprecia t ion on property once he ld for personal use but w h i c h was 
converted to rental property is calculated on the lower of the property's adjusted 
basis or fair market value on the date of conversion. 
Royalt ies received for the right to exploit mineral property, patents, know-how, 
or other intangibles are inc luded i n taxable income but may be reduced by 
amortization and any direct expenses. 
Another type of royalty - from writing or musical compositions - is, or is not, 
earned income depending on the particular contractual arrangement between the 
writer or composer and his publisher. If you write a book and sell the manuscript 
outright, or i f you assign copyrights on that existing book to a publisher, the 
proceeds are not earned income. 
On the other hand, i f you enter into a contract to write a book, or articles, or one 
or more musical compositions for a determinable amount in remuneration, or 
remuneration plus a commiss ion on sales, the income is considered earned 
income. 
C a p i t a l ga ins . Gains real ized on the sale or exchange o f capi ta l assets -
securities, real estate, personal property, etc. - which are held for personal use are 
capital gains; losses so realized are capital losses. U . S . taxpayers must report 
capital gains and losses as though they resided in the U . S . regardless of the location 
of the assets sold. 
Sale of stock in certain closely-held foreign corporations can result in a portion 
of any realized gain being treated as ordinary income. This rule, also applicable to 
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cit izens residing in the U . S . , applies to an ind iv idua l who is a 10% or more 
shareholder of a foreign corporation more than 50% of whose voting stock is 
owned by U . S . persons each owning at least 10%. 
The source of gains is discussed in the section on foreign tax credit limitations. 
Pensions. Individuals who contribute to their pension funds are entitled to 
recover their contributions free of U . S . tax. If the amount of payments received as 
a pens ion d u r i n g the f irst 3 years o f re t i rement exceeds the employee ' s 
cont r ibut ions , the rec ipient pays no tax un t i l an amount equal to his total 
contributions has been recovered. If such contributions are not entirely recovered 
within 3 years after retirement, a portion of each retirement payment is tax free and 
a portion is taxable. 
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S P E C I A L D E D U C T I O N S F R O M G R O S S I N C O M E 
Qualifying* U.S . taxpayers living abroad are allowed a series of deductions 
from gross income for cost of living, education, home leave, and housing. If the 
foreign location qualifies as a hardship area and the hardship exclusion is not 
claimed, the taxpayer is entitled to an additional hardship deduction of $5,000 
based on the number of days in such hardship area during the year. The foregoing 
deductions can be claimed even if a taxpayer does not itemize deductions but uses 
instead the zero bracket amount (ZBA) which has replaced the standard deduction. 
Cost of L i v i n g 
Qualifying U.S. taxpayers are entitled to a cost of living deduction based upon 
the cost of living differential, an amount specified in tables issued annually by IRS. 
(See Appendix A for 1980 tables.) The table is based on the spendable income of a 
person paid the salary of a federal government employee at the GS-14, Step 1 level 
(currently $37,871). The amount of the deduction is the amount specified in the 
table for the taxpayer's foreign tax home and family size multiplied by the 
following fraction. (Family size excludes children who board away at school 
unless the expenses of room and board are not deducted as qualifying schooling 
expenses.) 
# of qualifying days 
# of days in the taxable year 
The qualifying days are the total number of calendar days in a taxable year in 
which: 
• taxpayer's tax home is in a foreign country, and 
• taxpayer satisfies either the physical presence test or is a BFFR, and 
• the value of the taxpayer's meals and lodging is not excluded from gross 
income under Section 119, and 
• neither the taxpayer nor his spouse is compensated in whole or in part for the 
household by means of a foreign area or Peace Corps allowance which is 
exempt from gross income. (These allowances generally are received by 
civilian officers and U.S. Government employees.) 
Educa t ion 
Qualifying U.S. taxpayers can deduct the reasonable schooling expenses for the 
education of their dependents at the elementary and secondary levels. This 
includes the cost of tuition, fees, books, other amounts required by the school such 
Qualification is based either on bona fide residence in a foreign country or 
presence in a foreign country for 17 out of 18 consecutive months. 
15 
as uniforms, and loca l transportation. If an adequate U . S . - t y p e school is not 
available wi th in a reasonable commuting distance, taxpayers who send their 
dependents to such schools at any location w i l l be entitled to deduct the cost of 
room and board, as wel l as transportation costs between the home and school at the 
beginning and end of the school year and during vacation periods. 
H o m e Leave 
Qualifying U . S . taxpayers can deduct the cost (coach or economy class airfare 
only) of one round trip annually for the taxpayer, his spouse, and each dependent, 
from their foreign location to the location of their last principal residence in the 
U . S . If the taxpayer does not have such a principal residence in the U . S . , or does 
not return to such principal residence, the home leave transportation deduction is 
measured by the cost of a round-trip fare from the foreign location to the nearest 
U . S . port of entry excluding Alaska and H a w a i i , unless the taxpayer travels to 
Alaska or Hawai i when either is the nearest port of entry. 
Only one round trip per person is deductible for each continuous period of 12 
months during which the taxpayer's tax home is in a foreign country. Thus you 
could take two home leave trips in 1981 i f you reside abroad for 24 months and did 
not claim expenses for home leave in 1980. The round trip can include a change in 
foreign assignment. 
Hous ing 
Qualifying U . S . taxpayers are entitled to a deduction equal to the excess of the 
individual's actual housing expenses over his "base housing amount." Housing 
expenses include rent, utilities (excluding long distance phone), real and personal 
property insurance, repairs and maintenance, residential parking, and any other 
reasonably related expenses. Interest and taxes (which are deductible under other 
provisions of U . S . tax law) are not considered housing expenses. 
Base housing amount is defined as one-fifth of the excess of an individual 's 
earned income from all sources, while taxpayer's tax home is in a foreign country 
(minus applicable business deduct ions) , over the sum o f his actual housing 
expenses and the deductions for cost of l i v ing , education, home leave and hardship 
area. 
If, due to the adverse l iv ing conditions of a place of employment, which is not a 
"hardship area" (as discussed below), a taxpayer maintains a separate household 
at another place outside of the U . S . for his family, he w i l l be able to deduct for each 
house its expenses over its "base housing amount." However , i f the place of 
employment is in a "hardship area," the full cost of the housing in the hardship 
area is deductible plus the actual housing expenses for the separate household over 
its "base housing amount." 
Example: John Smith works in Paris. His total income including 
allowances is $100,000. He has $1,500 business expenses. Qualified 
education expenses for his two children are $2,000 per chi ld. 
Housing cost is $20,000. Home leave expenses for one round trip are 
$4,000. 
16 
A. Worldwide Earned Income* 
(Including all allowances, moving 
expense reimbursement, etc.) 
$100,000 
B. Less: Deductions allocable to 
Earned Income (Business 
Expenses, Moving Expenses, 
HR-10, IRA contributions, etc) (1,500) 
C. Net Earned Income $ 98,500 
D. Reductions to Net Earned Income 
1. Qualified Cost of Living Deduction $ 10,800 
2. Actual Qualified Housing 
Expenses (Excludes depreciation) 20,000 
3. Qualified Education Expenses 4,000 
4. Qualified Home Leave Expenses 4,000 
5. Qualified Hardship Area Deduction -
6. Total 1-5 $ 38,800 
E. Net Earned Income Minus Reductions 
1. (C-D) $ 59,700 
F. Base Housing Amount 
1. (20% of line E) $ 11,940 
G. Actual Qualified Housing Expenses 
1. (Line D.2 above) $ 20,000 
Less: Line F (11,940) 
Qualifying Housing Deduction $ 8,060 
*Earned income excludes income from U.S. sources prior to moving abroad and after returning home. 
Deferred compensation is not included until the year payments are received and only if received within 
three years after the year services were performed. 
Hardship Cost 
Qualifying U . S . taxpayers who work in hardship areas throughout the world are 
entitled each year to an additional hardship deduction of $5,000, based on the 
number of days in each year which the individual 's tax home was located in such 
hardship area. 
The State Department describes the different ial as a percentage o f basic 
compensation. It is additional compensation paid to employees assigned to posts 
where extraordinary, d i f f icul t or notably unhealthy condi t ions or excessive 
physical hardships exist. 
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The hardship area list is contained in the instructions to Fo rm 2555 or may be 
obtained from your nearest Touche Ross office. 
Taxpayers who wish to apply for a hardship area determination must apply to the 
State Department Al lowances Staff, Department of State, Washington, D . C . 
20520. 
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H A R D S H I P E X C L U S I O N 
In lieu of special deductions, a limited number of qualifying U . S . taxpayers who 
live in "camps" may elect the $20,000 maximum annual earned income exclusion 
instead of the hardship post deduction and the four other special deductions for 
excess foreign l iv ing costs, excess housing costs, educational costs and home 
leave transportation. 
A "camp" is defined as employer-provided substandard housing located in a 
remote area which is in the vicinity of the worksite and furnished in a common area 
to at least 10 employees. The term "substandard" is defined by the Treasury to 
mean housing that is appreciably below the typical U . S . housing for an individual 
whose income is the lesser of $37,871 or the median salary earned by American 
employees residing in that common area. 
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A D J U S T E D G R O S S I N C O M E , D E D U C T I O N S A N D E X E M P T I O N S 
Adjus ted Gross Income 
After adding up all items of income to figure gross income, a taxpayer subtracts 
from gross income certain enumerated deductions in order to calculate adjusted 
gross income. Examples of such deductions allowed in calculating adjusted gross 
income (AGI) are: moving expenses, outside salesman expenses, transportation 
expenses, expenses for travel away from home, reimbursed expenses, alimony, 
etc. In addit ion, individuals who qualify under either the B F F R or physical 
presence test are allowed the special foreign deductions described earlier. Such 
individuals can also c l a im the greater of the zero bracket amount or i temized 
deductions, and c la im the foreign tax credit. (See page 25) . In reviewing your 
expenses for deduct ib le i tems, remember that no deduct ion is a l l owed for 
commutation and other personal expenses, except those described below. 
Ze ro Bracket A m o u n t 
For 1980, the "zero bracket amount" is $2,300 for unmarried individuals and 
heads of households, $3,400 for married individuals fil ing jointly and surviving 
spouses, and $1,700 for married individuals f i l ing separately. 
Tax rate schedules automatically incorporate the "zero bracket amount" so that 
it is not claimed as a deduction separately. If taxpayers' i temized deductions 
exceed their "zero bracket amount" only those "excess i temized deductions" 
(total i temized deductions less zero bracket amount) are deducted in the tax 
calculation. 
M e d i c a l Expenses 
Expenses for medica l care are deductible wherever incurred. One-half of 
medical insurance premiums (but not more than $150) is deductible without regard 
to the percentage limits based on income. Expenditures for drugs are reduced by 
1% of adjusted gross income; total medical expenses (including the portion of 
medical insurance premiums not already claimed) by 3% of adjusted gross income. 
U . S . taxpayers who qualify for the special foreign deductions or exclusions may 
have larger deductible medical expenses than i f they had remained in the U . S . 
since their adjusted gross income w i l l be lower. 
Char i t ab le Cont r ibu t ions 
Amounts paid to qualified U . S . charitable organizations by U . S . taxpayers are 
deductible and are subject to the same limitations as in the U . S . - 50% of adjusted 
gross income for contributions to public charities, 20% to private foundations, etc. 
Contributions are not deductible on a U . S . tax return i f they are made to charitable 
organizations of other countries, unless permitted by treaty, e.g., Canada. If a U . S . 
charitable organization uses funds abroad, contributions to it are deductible i f the 
use of the funds is controlled by the U . S . entity. 
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Interest 
Interest expense on debts of U . S . taxpayers may be deducted without regard to 
the location of the creditor. However, no deduction is allowed for interest paid to 
purchase or carry bonds on which interest received is exempt from U . S . income 
tax. Interest paid in connection wi th investment activity is deductible but the 
deduction may not exceed $10,000 per year plus net investment income (not 
including long-term capital gains). Prepaid interest is deductible only for the year 
to which it relates. 
Taxes 
U . S . taxpayers may deduct a l l real estate taxes; taxes on personal property 
which is located in the U . S . ; state income taxes; sales and use taxes imposed by a 
U . S . taxing jurisdiction. If no foreign tax credit is claimed, income taxes levied by 
a l l levels of foreign governments may be deducted after adjustment for the tax 
levied on excluded income. Foreign personal property, sales and use, turnover and 
value-added taxes are not deductible, unless incurred as a business expense. 
Losses 
U . S . taxpayers may deduct casualty and theft losses in excess of $100 for each 
casualty. Casua l t y losses i nc lude losses f rom f i r e , s t o rm , auto acc iden t , 
vandal ism, or shipwreck. A n y loss or damage resulting from the shipping o f 
household furnishings from one place to another is a casualty loss and, to the extent 
that it is not covered by insurance, is deductible. 
Moving and Sale of Residence 
Taxpayers who meet the distance and work requirement tests may deduct from 
gross income moving expenses relating to the start of work at a new location. 
The reasonable cost o f expenses d i rec t ly attributable to the move is fu l ly 
deductible without any dollar limitation. However, there is a $3,000 limitation for 
al l indirect moving which includes: premove househunting and temporary l iv ing 
expenses up to $1,500 and qualified expenses incurred with respect to the sale, 
purchase or lease of a residence. 
The rules applicable to moves to foreign countries provide for more l iberal 
benefits. These provisions generally apply whether or not the individual meets the 
physical presence or residence tests. The temporary l iv ing arrangements period is 
90 days, the ceiling for househunting and temporary l iv ing expenses is $4,500, and 
the maximum deduction for al l indirect moving expenses is $6,000. Deductible 
moving expense connected with a move to a foreign country also includes the cost 
o f storing goods whi le abroad. Spec ia l rules el iminate the m o v i n g expense 
deductibili ty ceilings for retirees returning to the Uni ted States after working 
abroad and the survivors of Americans who died while working overseas. 
Under the general U . S . tax rules for the tax-free ro l lover on the sale o f a 
residence, a taxpayer must reinvest the proceeds of the sale of his home within 
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eighteen months. For U . S . taxpayers l iv ing in a foreign country, whether or not 
they meet phys ica l presence or residence tests, that pe r iod is extended to a 
maximum of four years after the date of sale of the old residence. 
A taxpayer who rents his principal U . S . residence while working abroad w i l l not 
be eligible for the tax-free rollover on sale o f the U . S . residence i f there is no intent 
to reoccupy such residence at the time of leaving the U . S . 
Rental of Residence 
M a n y taxpayers who move abroad, part icularly in recent years, may have 
decided to keep their homes in the Uni ted States as an investment and a hedge 
against inflation. If the home is rented there are certain rules which should be 
understood. If the property is rented at a profit (which would be unusual because of 
depreciation) the profit is taxable. A loss is deductible, but i f the taxpayer uses the 
house (say on home leave) there are l imi ts on any loss that may be deducted. 
Generally, no deduction is allowed for a loss from the rental of a residence i f it is 
also used by the taxpayer for personal purposes, for more than either 14 days or 
10% of the number of days actually rented during the year. This does not apply to 
interest, taxes, and casualty losses and such expenses are deductible as described 
above. These rules are intended to prevent the deduction of losses in connection 
with vacation homes (including yachts, sk i huts, condominiums, etc.) which are 
used part of the year personally and rented part of the year but the rules apply to any 
residence wherever located. If personal use is less than the l imits , a deduction is 
a l l owed for a proport ionate share o f the expenses ( i n c l u d i n g depreciation) 
attributable to the rental of the unit. If the residence is rented for less than 15 days 
during the taxable year, then neither the income from the rent nor the deductions 
attributable to such rental are considered in the determination of taxable income. 
If the taxpayer uses his home as his principal residence for part of the year and 
thereafter terminates such personal use, the 14-day 10% rule does not apply i f the 
property is rented for at least 12 months to someone other than a member of the 
taxpayer's family. 
Business and Investment Expenses 
Fees for tax advice and for tax return preparation, professional dues, fees for 
investment advice, employment agency fees, etc., are deductible. 
The cost o f maintaining an office in your home is deductible under l imited 
circumstances. You may not deduct expenses (other than interest, taxes, and 
casualty losses) unless the business use of the office is on a regular and exclusive 
basis as a principal place of business or a place of business used by patients, clients 
or customers in the normal course of business. A n employee's exclusive use o f his 
residence must also be for the convenience of his employer. The deduction is 
limited to gross income derived from the use of the home reduced by otherwise 
deductible expenses such as interest and taxes. 
Under proposed regulations, expenses allocable to the use o f a portion of a home 
used exclusively as a principal place of business are deductible only i f the home 
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office is the principal place of business of the taxpayer's overall business activity. 
Use of a unit as the principal place of business for a secondary business would not 
qualify. The proposed regulations do not fo l low a recent Tax Court decision, which 
held that the test for deductibility is "whether, with respect to a particular business 
conducted by a taxpayer, the home office was his principal place for conducting 
that business." The Tax Court 's v iew o f Congressional intent is clearly more 
realistic, and louche Ross has so stated in formal comments filed with IRS as to its 
proposed regulations. 
Tax Shelters 
A popular technique for tax saving has been to invest in ventures described as 
"tax shelters," which in general provide substantial deductions in the earlier years 
o f investment, deferring taxable income to later years where tax brackets might be 
lower with the possibility even of reporting the later income as capital gain. 
Space does not permit any detailed description of the rules. The treatments of 
prepaid interest and investment interest have already been described briefly. In 
addition, deductions for losses w i l l be l imited to amounts for which the investor is 
personally at risk to lose. Except for real estate activity, nonrecourse borrowing 
may not be taken into account. 
Foreign Conventions 
U . S . taxpayers cannot deduct the cost of attending more than two conventions, 
education seminars, or similar meetings a year held outside of the United States, its 
possessions or the Trust Territory of the Paci f ic . If more than two meetings are 
attended, the taxpayer may choose which ones to deduct. However, an employer 
can deduct the cost of more than two conventions per year i f the employee includes 
the reimbursement for the additional conventions in gross income. 
The ful l cost o f transportation for the trip is l imited to the lowest coach or 
economy fare charged by a commercial airline. If at least 50% of the total days at 
the convention site is devoted to business related activities, the full amount of the 
transportation cost is deductible. If less than 50% of total days are devoted to 
business, then only a pro rata portion of the transportation costs is deductible. 
Whi le at the convention site, the amount of deductible expenses for lodging, 
meals, etc. , may not exceed the per d i e m al lowances for U . S . c i v i l servants 
stationed in the locality. Additionally, the taxpayer must attend at least two-thirds 
of the scheduled business activities and these in turn must be at least six hours a 
day. 
I f the convention is in a foreign country and the U . S . taxpayer is a bona fide 
resident of that country, these rules do not apply. 
O n December 18, 1980, a b i l l ( H . R . 5973) was enacted that would replace the 
foreign convention deduction rules and al low a deduction for foreign conventions 
i f it were "as reasonable" for the meeting to be held outside North Amer ica as 
within it. A l s o , Canada and M e x i c o would no longer be "foreign" for convention 
purposes and meetings of company employees would not be a "convention." The 
effective date is for conventions attended after 1980. 
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Exemptions 
U . S . taxpayers are entitled to exemptions for themselves and for those who 
qualify as their dependents. The amount for each regular personal exemption is 
$1,000. 
A taxpayer is permitted to claim an additional exemption i f he has reached the 
age of 65 or is bl ind. These additional exemptions are available even i f the spouse 
is a nonresident alien and no election is made to file a joint return. 
A person is entitled to the additional exemption for reaching age 65 i f he or she 
reaches such age prior to the end of the year. Since a person becomes of age on the 
day before his birthday, a person who becomes 65 on January 1, 1980 may take the 
additional exemption in 1980. 
Taxpayers are allowed additional exemptions for dependents. Four tests must be 
met i f a person is to qualify as a dependent. 
1. The dependent must be related to the taxpayer as a ch i ld , adopted chi ld , 
g randchi ld , s tepchi ld , brother, sister, stepbrother or sister, parent or 
grandparent , stepparent, n i ece , nephew, aunt or u n c l e , son- or 
daughter-in-law or is another member of the taxpayer's household in a 
relationship which is not in violation of the law. 
2. The dependent must be a U . S . citizen or a resident of the U . S . , Canada, or 
Mex ico . 
3. The gross income of the dependent cannot exceed $1,000 unless he (or she) 
is the taxpayer's ch i ld and is either under 19 years o f age or a full-time 
student. 
4. The taxpayer must furnish over half of the individual's support for the year. 
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F O R E I G N T A X C R E D I T 
A U . S . citizen may either deduct foreign income taxes in arriving at taxable 
income or claim them as a credit against his U . S . tax liability. 
Use of the foreign tax credit usual ly results in lower taxes than does the 
deduction of foreign taxes since it permits a dollar-for-dollar offset of foreign 
income taxes against U . S . taxes. 
Example: Mr. Smith, a single taxpayer, had income of $20,000 in 
the U . K . upon which he incurred $8,000 in United Kingdom taxes. 
Assume that he does meet either the BFFR or physical presence tests; 
he has $2,800 of other itemized deductions. He would compute his 
tax as follows: 
Foreign taxes 
Credited Deducted 
Gross income $20,000 $20,000 
Itemized deductions: 
Total itemized 





Excess itemized deductions 500 8,500 
TAX TABLE INCOME $19,500 $11,500 
TAXABLE INCOME $18,500 $10,500 
U.S. Tax 




Net U.S. Tax $ - $ 1,492 
A U . S . taxpayer can credit income taxes imposed by a foreign country, its 
pol i t ical subdivisions, or a U . S . possession. Income, war profits, and excess 
profits taxes, as we l l as taxes paid in l ieu of income taxes, can be claimed as 
foreign tax credits. For some countries, foreign social security taxes may be 
creditable. However, Socia l Security taxes paid to a foreign country having a 
totalization agreement with the U . S . , such as Germany, Italy, or Switzerland, are 
not creditable or deductible. 
Temporary regulations issued by the Treasury on November 12, 1980 liberalized 
and revised the proposed regulations issued on June 15, 1979. 
The 1979 proposals would have severely restricted the creditability of certain 
foreign taxes by denying foreign tax credits unless there is a close matching of 
foreign tax rules to our own tax system. The severe criticism of the proposals by 
our f i rm and others was taken into account in the drafting of the temporary 
regulations. 
The revised temporary regulations apply retroactively to taxable years ending 
after June 15, 1979 or earlier i f a taxpayer so chooses. A n y existing inconsistent 
Revenue Rulings w i l l not be effective for taxable years ending after 1980. 
Each year, an individual must either deduct all foreign income taxes or credit all 
such foreign taxes. Switching methods from year to year is permitted and may 
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enable a taxpayer to reduce his income tax to the lowest level possible. After the 
election - deduction or credit - is made for the year it can be revoked at any time 
prior to the expiration of the period to file a c la im for refund (usually 3 years from 
the due date or date of fi l ing i f the return was filed after the due date). Foreign taxes 
imposed on excluded income may not be claimed as a credit or as a deduction. 
L i m i t a t i o n 
The amount of foreign income taxes that may be credited is limited to the lesser 
of such taxes paid or accrued or the amount of the applicable l imi ta t ion. The 
limitation is that part of the gross U . S . tax (before foreign tax credit) which is 
applicable to the taxable income from foreign sources. 
Foreign taxable income 
x Gross U.S. tax = Credit limitation 
Total taxable income 
Taxable income for this purpose is equal to tax table income reduced by the 
"zero bracket amount" but without any deduction for personal exemptions. The 
gross U . S . tax is computed after g iv ing effect to personal exemptions and the 
general tax credit, not reduced by any foreign tax credit. 
The calculation is made on an overall basis, i .e . , income and taxes from al l 
foreign sources are taken into account collectively. 
Example: William Smith has U.S . source income of $15,000 which 
was not taxed by any foreign country. His foreign source income and 
the foreign taxes on this income are: 
Income Taxes 
Country A $53,000 $ 7,000 
Country B 2,000 500 
$55,000 $ 7,500 
Smith has $30,000 of special foreign deductions, and other itemized 
deductions of $5,000, none of which is specifically attributable to a 
particular source of income. He is single, under 65 years old and has 
no dependents. His U.S . tax and credit limitation are computed as 
follows: 
U.S. income $15,000 
Foreign source income 55,000 
Total gross income 70,000 
Less special foreign deductions (30,000) 
AGI 40,000 
Less excess itemized deductions 
($5,000 - $2,300) (2,700) 
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Tax table income 
Less personal exemption 
37,300 
(1,000) 
Taxable income 36,300 
Less "zero bracket amount" (2,300) 
Plus personal exemptions 1,000 
Taxable income reduced by 
"zero bracket amount" but 
without any deduction for 
personal exemption $35,000 
Smith's tax is calculated as follows: 
Taxable income (above) $36,300 
Tax using tax rate schedule 
and before foreign tax credit $10,844 
Less foreign tax credit 
(see below) 6,522 
Net United States tax $ 4,322 
The l imitat ion formula is based on foreign source and U . S . source taxable 
income (before personal exemptions). This requires an allocation of allowable 
deductions between fore ign and U . S . source income. The spec ia l foreign 
deductions have been allocated against foreign source income. The i temized 
deductions have been allocated on a percentage basis. The allocation of expenses is 
discussed in more detail on page 28. 
Continuing the above example: 
Total Foreign U.S. 
Gross income $70,000 $55,000 $15,000 
79% 21% 
Allocation of directly 
related deductions: 
Special foreign 
deductions $30,000 $30,000 $ -
Allocation of indirectly 
related deductions: 
Itemized deductions 5,000 3,950 1,050 
Total deductions $35,000 $33,950 $1,050 
Taxable income before 
personal exemptions $35,000 $21,050 $13,950 
Zero Bracket Amount 2,300 
Personal Exemptions (1,000) 
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Taxable income 
per return $36,300 
Al loca t ion of Expenses 
The foreign tax credit l imi ta t ion is based on taxable income from foreign 
sources. The calculation of taxable income from foreign sources requires that gross 
income from such sources be reduced by three types of deductions: 
1. those directly related to this income; 
2. special foreign deductions; and 
3. a ratable portion of other deductions. 
Items deducted in arriving at adjusted gross income generally relate to a specific 
item of income. A s a result, there is usually little question as to whether the item 
should be allocated to domestic or foreign income. Fo r example, the special 
foreign deductions would be allocable to foreign source income. 
In the case of the i temized deduct ions , some such as med ica l expenses, 
charitable contributions, etc., generally do not relate to a specific source of income 
and are, therefore, apportioned to domestic and foreign source income on the basis 
of gross income. If, however, an itemized deduction relates to a specific item of 
income, it is allocated to such item. For example, interest on money borrowed to 
purchase foreign securities would be allocated to foreign sources since the income 
derived from the securities would be foreign source income. 
Those taxpayers who do not itemize their deductions and use the "zero bracket 
amount" must also apportion their "zero bracket amount" on the basis of gross 
income. 
C a s h or A c c r u a l O p t i o n 
Individuals may file income tax returns using either one of two accounting 
methods - cash or accrual. Individuals who use the cash method report income and 
expenses at the time cash is received or disbursed. Individuals who use the accrual 
method report their income and expenses in the year to which the transaction 
relates. 
M o s t indiv iduals use the cash basis to f i le income tax returns; thus, they 
normally credit foreign taxes in the year in which the taxes are paid or withheld. 
Taxpayers may, however, credit foreign taxes on the accrual basis even though they 
use the cash basis for all other purposes. Once the accrual method has been elected, 
it must be used in subsequent years or unt i l permission to change to the cash 
method is obtained. 
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Substituting in the formula: 
$21,500 
$35,000 
x $10,844 = $6,522 
Taxpayers usually find it advantageous to accrue foreign income taxes. The use 
of the accrual method o f accounting for foreign taxes prevents the loss of credit 
when foreign taxes are paid in a year during which no foreign source income was 
earned, a relatively common situation. 
Carryovers 
In the above example Smith had foreign taxes of $7,500 but was only allowed a 
credit of $6,522. Foreign income taxes which cannot be credited in a particular 
year because they exceed the applicable limitation may be carried back two years 
and then forward five. They are subject, o f course, to any limitation existing in the 
year to which they are carried. 
A s noted earlier, limits are calculated on an overall basis. Before 1976, some 
taxpayers computed credit limits under a per-country l imit . Transitional rules for 
foreign tax credit carryovers and carrybacks are provided which permit carryovers 
and carrybacks of foreign tax credits between per-country years and overall years, 
but only for amounts which would have been allowed had the taxpayer continued 
the per-country basis. 
Use of Excess Credits 
U . S . taxpayers l iv ing abroad incur foreign income taxes substantially in excess 
of those that can be used to offset U . S . income taxes. To the extent that these excess 
credits can be used, they w i l l reduce U . S . income taxes otherwise payable. 
Foreign source income must be realized to increase the numerator of the limitation 
fraction i f the excess credits are to provide their potential benefits. 
Sales of Securities 
Income from the sale of personal property has its source at the place where title 
to such property passes from the seller to the buyer. Taxpayers who are returning to 
the U . S . may sell securities abroad to realize foreign source income. However, 
gains from sales of stock or securities outside the country of residence w i l l not be 
considered foreign source unless the country where the sale was made imposes a 
tax of more than 10% on the gain. It should be realized that U . S . source capital 
losses w i l l reduce foreign source gains for limitation purposes. 
Foreign Investments 
Div idends received from foreign investments are foreign source income. 
Investments in such securities may, therefore, be used to create foreign source 
income which w i l l permit increased use of excess foreign tax credits. However, the 
possible U . S . tax benefit from the creation of this additional foreign source income 
may be offset by the imposition of foreign income taxes. 
Investments in foreign securities should be considered even after the taxpayer's 
return to the U . S . upon completion of a foreign assignment. D iv idend income 
received from such investments may provide an opportunity to use excess credits 
generated during the overseas assignment. 
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Investment in foreign debt obligations usually w i l l not al low the taxpayer to use 
excess credits since the foreign tax credit l imi ta t ion must, i n most cases, be 
computed separately for foreign source interest income. 
Business Trips 
M a n y U . S . taxpayers who once l ived abroad are required to make frequent 
business trips abroad after their return from a foreign assignment. These taxpayers 
frequently have unused foreign tax credits. The income from the performance of 
personal services has its source at the place the services are performed. Therefore, 
the salary earned while on business trips abroad is foreign source income and is 
available to use the otherwise unusable excess credits. 
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M I S C E L L A N E O U S M A T T E R S 
F I C A 
A U . S . taxpayer who is employed by a U . S . employer is covered by Social 
Security whether he works in this country or abroad. His wages are subject to the 
withholding of F I C A at the following rates: 
Rate of Wages subject Maximum 
Year withholding to tax tax 
1979 6.13% $22,900 $1,404 
1980 6.13 25,900 1,588 
1981 6.65 29,700 1,975 
While U . S . taxpayers who are employed by a foreign employer are not usually 
eligible for Social Security coverage, exception to this rule may apply to U . S . 
taxpayers who are employed by foreign subsidiaries of U . S . corporations. A U . S . 
corporation which owns at least 20% of the stock of a foreign corporation can enter 
into an agreement with the Secretary of the Treasury to provide Social Security 
coverage to U . S . taxpayers employed by that subsidiary. This coverage can be 
extended to any U . S . taxpayers employed by second tier foreign subsidiaries, i f the 
first owns more than 50% of the shares of the second. The agreement with the 
Treasury must cover a l l U . S . taxpayers employed by a particular subsidiary; 
coverage may, however, be provided on a subsidiary-by-subsidiary basis. 
The corporation must agree to pay both the employer's and the employee's share 
o f F I C A taxes. (The employer and the employee usual ly arrange between 
themselves the portion - i f any - of the F I C A tax burden that is passed on to the 
latter; in most cases this is the employee's full share.) The corporation must also 
state that proper returns w i l l be filed. This agreement is valid until terminated by 
either the corporation or the Treasury Department. The Treasury Department can 
terminate the agreement only i f the corporation fails to comply with its terms. 
U . S . taxpayers who are transferred from a U . S . corporation to its foreign 
subsidiary during the year may have two employers for that year. A s a result, the 
co rpora t ion w h i c h has extended S o c i a l Secu r i ty coverage to its fo re ign 
subsidiary's U . S . taxpayer employees must once again pay F I C A taxes on their 
salaries. 
The U . S . has entered into totalization agreements with Germany, Italy, and 
Switzerland that eliminate dual Socia l Security coverage and dual taxation for 
individuals who perform work in the U . S . and in these three foreign countries. 
Several other countries are explor ing the poss ib i l i ty of conc lud ing such an 
agreement. Both the employer's and the employee's contributions come within the 
totalization agreement. 
Self-employment Taxes 
U . S . taxpayers abroad who are employees are not self-employed and cannot 
c o v e r themselves for S o c i a l S e c u r i t y purposes mere ly by payment o f 
self-employment taxes. 
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Self-employment taxes apply to self-employed individuals who reside abroad as 
though they had remained in the U . S . 
The self-employment tax rates are: 
Self-Employment 
Income subject Maximum 
Year Rate of tax to tax to be paid 
1979 8.1% $22,900 $1,855 
1980 8.1 25,900 2,098 
1981 9.3 29,700 2,762 
Individual Retirement Accounts 
A U . S . taxpayer who is not an active participant in a qualified retirement plan 
can establish an indiv idual retirement account ( I R A ) . A deduction from gross 
income for contributions to such a plan is al lowed up to the lesser of 15% of taxable 
compensation (gross compensation minus earned income exclusion) or $1,500. 
Income earned on contributions is exempt from tax. Both the contribution and the 
accumulated earnings are taxed upon distribution. 
The above l imi ta t ion is increased to $1,750 for married individuals with a 
nonworking spouse i f contributed to separate I R A s , one for each spouse up to $875 
each. Al te rna t ive ly , the contr ibutions may be made to a s ingle I R A wi th a 
subaccount for each spouse. However, a joint return must be filed. 
The time l imit for making contributions to or establishing an I R A for 1980 is 
until the date of fi l ing your 1980 return (including extensions). 
Minimum Tax 
The minimum tax is an "add-on" tax in addition to the regular tax liability. This 
tax is imposed at the rate of 15% of certain tax preferences in excess of the greater 
o f $10,000 or 5 0 % o f the regular tax l i a b i l i t y , w i t h no car ryover o f unused 
amounts. 
Some of the more common tax preferences affecting individuals are: 
• The dif ference between acce lera ted deprec ia t ion and s t ra ight - l ine 
depreciation on personal property subject to a lease and on real property, 
• excess of percentage depletion over basis, 
• upon exercise of qualified or restricted stock options, the difference between 
fair market value and option price, and 
• intangible d r i l l i ng costs i n excess o f the amount deductible through cost 
depletion or over ten years, whichever is more favorable. This preference is 
reduced by net income from o i l and gas properties. 
Alternative Minimum Tax 
Another minimum tax, the alternative min imum tax ( A M T ) is paid only to the 
extent it exceeds the tax computed from regular tax tables (including any "add-on 
minimum tax"). Special provision is made for certain credits in applying the A M T 
rules. 
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The mechanics of the alternative min imum tax ( A M T ) are as follows: begin with 
taxable income, and add to that income the preferences for capital gains (the 
deducted 60 percent of net long-term gains) and the preference for "excess" 
i temized deductions. Th is amount forms the A M T taxable base, to wh ich is 
applied a set of graduated rates, as follows: 
$ 0 - $ 20,000 0% 
Maximum Tax 
The 50% maximum tax rate applies essentially to compensation for personal 
services and to retirement income in the form o f pensions and annuities. Note that 
the various tax preference items, other than the capital gain preferences, reduce the 
income eligible for maximum tax treatment on a dollar-for-dollar basis whether or 
not there is a min imum tax on those preferences. 
Foreign Bank Accounts 
Though not an income tax matter, the Treasury Department requires that a l l 
persons having an interest in foreign bank or other financial accounts or who have 
signatory authority over such accounts must report their interest no later than June 
30, 1981. The account is reported on Form 90-22.1 and is filed separately from the 
income tax return at the following address: 
Department of the Treasury 
Post Office B o x 28309 
Central Station 
Washington, D . C . 20005 
F i l ing extensions are available on a basis similar to tax return f i l ing extensions 
but a separate request must be made to the Customs Service at the fo l lowing 
address: 
Report Analysis Uni t 
U . S . Customs Service 
1301 Constitution A v e . , N . W . 
Washington, D . C . 20029 
A n i n d i v i d u a l need not o w n the account to come w i t h i n the repor t ing 
requirement. For example, a corporate executive located in Country X who is 
authorized to sign corporate checks on behalf of his employer is required to file a 
report. O n the other hand, exceptions are provided for small accounts (all accounts 
for a person aggregating less than $1,000). 
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A P P E N D I X A 
1980 Qualified Cost-of-Living Differential Tables 
TABLE A.—Geographic Areas (Find the group code that applies to your geographic area and refer to Table B 
for the cost-of-living differential for that group code, except group code X where no index is available 
from the State Department.) 
TABLE B.—Cost-of-Living Differentials 
Group Family Size (Number of Persons) 




Afghanistan . . 
Albania . . . . 
Algeria . . . . 
Andorra 
Angola . . . . 
Antigua . . . . 
Argentina . . . 
Australia . . . 
Austria . . . . 
Bahamas . . . 
Bahrain . . 
Bangladesh . . 
Barbados . . . 
Belgium . . . 
Belize . . . . 
Benin . . . . 
Bermuda . . . 
Bhutan . . . . 
Bolivia . . . . 
Botswana . 
Brazil . . . . 
British Virgin Is. . 
Brunei . . . . 
Bulgaria . . . 
Burma . . . . 
Burundi . . . 
Cameroon . . . 
Canada . . . . 
Cape Verde . . 
Cayman Is. . . 
Central Afr. Rep. . 
Chad . . . . 
Chile . . . . 
China . . . . 
Colombia . . . 
Comoros . . . 
Congo . . . . 
Costa Rica . . . 
Cuba . . . . 
Cyprus . . . . 
Czechoslovakia 
Denmark . . . 
Djibouti . . . 
Dominica . . . 
Dominican Republic 























































Egypt . . . . 
El Salvador . . 
Equatorial Guinea 
Ethiopia . . . 
Fiji 
Finland . . . . 
France . . . . 
French West Indies 
Gabon . . . . 
Gambia . . . . 
Germany E. 
Germany W. 
Ghana . . . . 
Greece . . . . 
Grenada 
Guatemala . . . 
Guinea . . . . 
Guinea-Bissau 
Guyana . . . . 
Haiti . . . . 
Honduras . 
Hong Kong 
Hungary . . . 
Iceland . . . . 




Ireland . . . . 




Japan . . . . 
Jordan . . . . 
Kampuchea 
Kenya . . . . 
Kiribati . . . . 
Korea N. . . . 
Korea S. . . . 
Kuwait . . . . 



















































Macao . . . . 
Madagascar 




Malta . . . . 
Mauritania . 
Mauritius . 
Mexico . . . . 
Monaco 





Nauru . . . . 
Nepal . . . . 
Netherlands 
Neth. Antilles . 
New Caledonia 
New Hebrides . 
New Zealand . 
Nicaragua . 
Niger . . . 
Nigeria . . . . 
Norway . . . 
Oman . . . . 
Pakistan . . 
Panama 
Papua N. Guinea . 
Paraguay . . . 
Peru 
Phil ippines. . . 
Poland . . . . 
Portugal . . . 
Qatar . . . . 
Romania . . . 
Rwanda . . . 
St. Kitts-Nevis . 
St. Lucia . . . 















































Sao Tome & Principe . 
Saudi Arabia . 
Senegal . . . . 
Seychelles . . . 
Sierra Leone . 
Singapore . . . . 
Solomon Islands . 
Somalia . . . . 
South Africa . . . 
Spain 
Sri Lanka . . . . 
Sudan 
Surinam . . . . 
Swaziland . . . . 
Sweden 
Switzerland . . . 
Syria 
Taiwan 
Tanzania . . . . 
Thailand . . . . 
Togo 
Tonga 
Trinidad & Tobago . 
Tr. Terr, of Pac. Is. . 
Tunisia 
Turkey 
Turks & Caicos Is. 
Tuvalu . . . . . 
Uganda 
United Arab Emirates 
United Kingdom . . 
Upper Volta . . . 
Uruguay . . . . 
U.S.S.R 
Vatican City . . . 
Venezuela . . . . 
Vietnam . . . . 
Western Samoa 
Yemen (Aden). . . 
Yemen (Sana) . . . 
Yugoslavia . . . . 
Zaire 
Zambia 































































































































































A P P E N D I X B 
Touche Ross International 
Offices Around The World 
National F i r m Names 
A B U D H A B I - Saba & C o . 
A R G E N T I N A - Gui l lermo C . Balzarotti y Asociados 
A U S T R A L I A - Touche Ross & C o . 
A U S T R I A - Intertreu Wirtshaftberatungs - und Revisionsgesellschaft m b H 
B A H A M A S - Touche Ross & C o . 
B A H R A I N - Saba & C o . 
B A R B A D O S - R . S . K i r b y & C o . 
B E L G I U M - s.v. Belgofides s.c. 
B E R M U D A - Touche Ross & C o . 
B O L I V I A - Delta Consult Ltda. 
B R A Z I L - Roberto Dreyfuss & Cía. 
B R U N E I - Hanafiah Raslan & Mohamad 
C A M E R O O N - Akin to la Will iams & C o . 
C A N A D A - Touche Ross & C o . 
C A Y M A N I S L A N D S - Touche Ross & C o . 
C H A N N E L I S L A N D S - Touche Ross & C o . 
C H I L E - Humphreys y Cía. 
C O L O M B I A - Touche Ross & Asociados, Ltda. 
C Y P R U S - Metaxas, Loizides , Syrimis & C o . 
D E N M A R K - De Forenede Revis ionsf i rmaer/Schøbel & Marhol t 
D O M I N I C A N R E P U B L I C - Gomez, Santos y Asociados 
D U B A I - Saba & C o . 
E G Y P T - Youssef Nabih & C o . 
F R A N C E - Touche, Ross, Bailey & Smart 
G E R M A N Y - Treuverkehr A G 
G H A N A - Tettey Ussher and Partners 
G R E E C E - Touche Ross & C o . 
G R E E N L A N D - D e Forenede Revis ionsf i rmaer/Schøbel & Marholt 
G U A M - Touche Ross & C o . 
G U A T E M A L A - Fernandez Diaz y Asociados 
G U Y A N A - Thomas, Stol l , Dias & C o . 
H O N G K O N G - Touche Ross & C o . 
I N D O N E S I A - Darmawan & C o . 
I R A Q - Saba & C o . 
I R E L A N D - Cooper Magennis 
I T A L Y - Touche Ross Reconta S . p . A . 
I V O R Y C O A S T - Akin to la Wil l iams & C o . 
J A M A I C A - Touche, Ross, Thorburn & Co . 
J A P A N - Tohmatsu A w o k i & C o . 
J O R D A N - Saba & C o . 
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K E N Y A - Murdoch , McCrae & Smith 
K O R E A - San K y o n g & C o . 
K U W A I T - Saba & C o . 
L E B A N O N - Touche Ross, Saba & C o . 
L U X E M B O U R G - Fiduciaire Generale de Luxembourg 
M A L A Y S I A - Hanafiah Raslan & Mohamad 
M A R I A N A I S L A N D S - Touche Ross & C o . 
M A U R I T I U S - K e m p Chatteris 
M E X I C O - Galaz , Carstens, Chavero, Yamazaki y Cía. 
M O R O C C O - Saba & C o . 
N E T H E R L A N D S - Nederlandse Accountants Maatschap 
N E T H E R L A N D S A N T I L L E S - Touche Ross Netherlands Anti l les 
N E W Z E A L A N D - M c C u l l o c h Menzies 
N I G E R I A - Akin to la Wil l iams & C o . 
N O R W A Y - Gjems, B l o m og Storhaug 
O M A N - Saba & C o . 
P A N A M A - Young & Young 
P A P U A N E W G U I N E A - Touche Ross & C o . 
P E R U - Benjamin Callirgos & Cía. 
P H I L I P P I N E S - L . C . Diaz & Company 
P U E R T O R I C O - Touche Ross & C o . 
Q A T A R - Saba & C o . 
R A S E L - K H A I M A H - Saba & C o . 
S A U D I A R A B I A - Saba & C o . 
S H A R J A H - Saba & C o . 
S I N G A P O R E - Medora , Tong & C h o w 
S O U T H A F R I C A - Goldby, Compton & M a c K e l v i e 
S P A I N - Touche Ross, S . A . 
S U R I N A M E - Accountants Maatschap Suriname 
S W A Z I L A N D - Akin to la Will iams & C o . 
S W E D E N - Elinder & Lindgren R e v i s i o n s b y r ä A B 
S W I T Z E R L A N D - Neutra Treuhand A G - Gesellschaft für Bankenrevision G B R 
S Y R I A - Saba & C o . 
T H A I L A N D - Jaiyos & C o . 
T R I N I D A D A N D T O B A G O - Touche, Ross , L a w & Martinez 
U N I T E D K I N G D O M - Touche Ross & C o . 
U N I T E D STATES O F A M E R I C A - Touche Ross & C o . 
V E N E Z U E L A - Cano Perez & Asociados 
Y E M E N A R A B R E P U B L I C - Saba & C o . 
Y E M E N (PDR) - Saba & C o . 
Z I M B A B W E - Derry & C o . 
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